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THE LIFETIME CAPITAL GAINS EXEMPTION: AN EVALUATION 


INTRODUCTION 


This paper summarizes the findings of a symposium on the Lifetime Capital 
Gains Exemption organized by the Institute for Policy Analysis of the University 
of Toronto. The symposium was co-sponsored by the Department of Finance 
as one element of a broad review of the capital gains exemption prior to the 
February 1994 budget. 


The capital gains exemption! was introduced in the May 1985 budget. The 
intention of the capital gains exemption was to encourage investments in 
productive ventures by “rewarding success rather than subsidize effort” and to 
stimulate risk-taking by encouraging equity financing of Canadian companies. 
The exemption was also intended to provide equity financing for businesses 
and enable farmers and small business owners to accumulate capital for 
retirement purposes. 


Initially, the exemption was to allow for an individual to accumulate over 
his/her lifetime up to $500,000 of capital gains? earned on the disposition of 
property once the exemption was fully phased-in by 1990. In the case of farm 
property, the full $500,000 lifetime exemption was introduced in 1985. With 
tax reform introduced in 1987, the lifetime capital gains exemption was limited 
to $100,000 except for farm property and shares held in qualifying small 
businesses which were both eligible for a $500,000 lifetime capital gains 
exemption (the $500,000 capital gains exemption was effective immediately 
for small business shares in 1987)s. After 1987, several provisions were 
introduced to limit the applicability of the exemption‘. In 1994, the $100,000 
exemption was eliminated and in the 1995 budget, the federal government 
announced that it would make no changes to the $500,000 exemption for 
farm property and shares in small business. 


1 The capital gains exemption is formally referred to as the “capital gains deduction” in the 
Income Tax Act since amounts of gains eligible for tax relief are deducted from income. 
However, the May 1995 budget documents described the tax provision as an exemption 
rather than a deduction. As the literature often refers to the capital gains “exemption” 
rather than the “deduction”, papers in this volume refer to the original name, “capital 
gains exemption”. 


2 The exemption applies to capital gains rather than taxable capital gains. In 1985, 50 per cent 
of capital gains was included income (now 75 per cent of capital gains is included in income). 


3 Several provisions under the Income Tax Act were repealed when the capital gains exemption 
was introduced. The repealed provisions included (i) the indexed security investment plan 
(ISIP), (ii) soecial RRSP contributions for capital gains on farms, (iii) inclusion of capital gains in 
the $1,000 investment income deduction, (iv) the $5,000 capital gains exemption for 
individuals who ceased to be resident in Canada, (v) the $20,0000 inter-generational roll-over 
for small business shares and (vi) the deductibility of capital losses up to $2,000 per year from 
ordinary income. 


4 In particular, under the 1987 reform, certain investment expenses reduced amounts of the 
exemption that could be claimed (for example, interest incurred on loans in excess of income 
earned from investments reduced the amount of capital gains eligible for the exemption). In 
1992, real property was no longer eligible for the capital gains exemption. 
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The purpose of this paper is to provide an evaluation of the Lifetime Capital 
Gains Exemption in terms of the stated policy objectives for the exemption 
and other impacts that the exemption had on the economy. The Department 
of Finance, which helped with the development of the symposium, uses an 
evaluation process of tax expenditures to assist with the analysis of tax policy 
and provide information to parliamentarians and the public. The symposium 
papers specifically evaluate two general policy objectives: 


e the effect of the exemption on investment and risk-taking, and 


e the impact of the exemption in improving the financial retirement security for 
farmers and small business owners. 


In addition, they also consider the effects of the LCGE on: 
e the distribution of income, 
® government revenues, and 


© compliance and administrative costs related to distinguishing capital gains 
from other types of investment income and targeting capital gains. 


As the papers were first written before the 1994 budget, they do not take into 
account the impact of the 1994 budget changes that eliminated the $100,000 
lifetime capital gain exemption. We did not ask authors to update their papers 
to take into account these measures since this was not the objective of the 
symposium. Instead, the papers provide a lucid discussion of the economic 
and administrative issues related to the lifetime capital gains exemption as it 
was in effect prior to 1994. This lifetime exemption for capital gains is 
noteworthy since it has not been used in Canada, or, for that matter any other 
country, at least as known to the symposium organizers. The analysis they 
provide and which is Summarized here will serve as background information 
for both Canadian and non-Canadian policy analysts. 


The first set of papers provides an overview of capital gains taxation in 
general. The survey paper by George Zodrow on Economic Issues in the 
Taxation of Capital Gains provides background on how capital gains taxes 
affect investment, risk-taking and government revenues. Brian Arnold and 
Tim Edgar compare approaches to the taxation of capital gains in several 
countries while Stephen Richardson and Kathryn Moore discuss the Canadian 
historical experience with capital gains taxation. 


The second set of papers directly deals with the economic impacts of the 
capital gains exemption. Ken McKenzie and Aileen Thompson examine how 
investment may have responded to the lifetime capital gains exemption. 

Vijay Jog considers its impact on risk-taking, and Huntley Schaller and 

Vijay Jog look at the capital gains exemption in terms of retirement income for 
farmers and small business owners. James Davies looks at the distributive 
impact of the capital gains exemption, and Jack Mintz and Thomas Wilson 
consider its impact on federal government revenues. 
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The third set of papers looks at the impact of the capital gains exemption on 
design and system issues related to the tax legislation. Roy Hogg considers 
administrative issues arising from the targeting of the exemption towards 
certain eligible investments (e.g., farm property). James Wilson considers how 
the capital gains exemption impacts on the design of the income tax system. 
The final paper is provided by Robert Couzin who discusses policy options for 
capital gains taxation. 


In this Summary we provide an overview of the issues considered at the 
symposium. We particularly address three questions: (a) why should capital 
gains be taxed? (b) what were the benefits and costs associated with the 
lifetime capital gains exemption? and (c) are there better ways of providing 
relief from capital gains taxes, if any relief should be given at all? 


(a) Should capital gains be taxed? 


The question posed as the title to this section may appear to have such 
obvious answers that it serves no useful purpose to ask it. This is not the 
case. In reviewing any aspect of a system of taxation, it is necessary and 
potentially rewarding to start by reviewing the most basic premise, if for no 
other reason than to clarify and articulate the basis for further substantive 
results. If the argument for taxing capital gains is unclear, then conclusions 
regarding reductions in capital gains taxation (Such as due to the exemption) 
are more difficult to reach in normative terms. The papers by Arnold and 
Edgar, and Richardson and Moore, confirm that the taxation of capital gains is 
neither uniform across various national tax systems nor has it been an 
accepted part of the Canadian tax system, or of the tax system of the United 
Kingdom out of which our tax system developed, until comparatively recently. 


Of course, the first task to be accomplished in any theoretical discussion of 
the taxation of capital gains is to define the scope of the concept. “Capital 
gains” may mean different things in common parlance, at law, or in economic 
analysis. For the purposes of the following discussion, it is important to restrict 
quite severely the types of gains (or losses) that are to be analyzed; otherwise, 
the discussion becomes confused with irrelevant or tangential issues. Thus for 
the balance of this section, the terms “capital gain” and “capital loss” will be 
used in the following sense: the increase or decrease in value (measured in 
real terms) of an asset that produces income (either actual income in the case 
of business or investment assets or imputed income in the case of assets 
used for personal consumption like housing) other than from the resale of the 
asset. This definition of a “pure” capital gain or loss eliminates from 
consideration trading or quasi-trading transactions (which it is easy to 
conclude should be taxed like other business or profit-oriented activities). The 
definition also implies that “nominal” capital gains, which reflect the increase in 
capital values as compensation for the fall in the purchasing power of money 
due to general inflation in the economy, should not be taxed as well (only “rea 
or inflation-adjusted gains are included in our definition). While such a 


iz 
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definition may have inordinate difficulties associated with it were it to be 
utilized for practical purposes, it strikes us as the correct place to begin a 
theoretical analysis of capital gains taxation. 


The common answer to the question “Why should capital gains be taxed?” is 
based on the assertion of the comprehensive income base, as described by 
Haig and Simons, as the best measure of income for tax purposes. This base 
is defined in respect of each taxpayer as amounts used for consumption plus 
or minus changes to net wealth. Under such a definition, it is clear that capital 
gains and losses, which translate to changes in wealth, are to be taken into 
account in the determination of income on a periodic basis. This is 
fundamentally an equity-based argument that views capital gains as no 
different from other income included in the base of a comprehensive tax 
system. There is, of course, an entirely different view of horizontal equity that 
views Consumption alone, with no reference to any change in net wealth, as 
the more appropriate or fairer method for measuring the base for periodic 
liability for tax. While the debate as to the relative merits of an “income tax” 
and “consumption tax” is of considerable interest and importance, it is beyond 
the scope of the present discussion. Accordingly, the following observations 
are confined to the taxation of capital within the traditional “income tax” 
system which would result in the taxation of capital income. 


Given the manner in which “capital gains” have been defined above for this 
purpose, it follows necessarily that all assets which can give rise to capital 
gains or losses are producing measurable periodic income, either actual or 
imputed, before taking into account any change in the value of such assets. 
For example, a rental property is producing rent or a bond is producing 
interest. A share held in a company earns a flow of dividends paid over time. 
Similarly, a principal residence produces a rental saving — or imputed rent. This 
observation leads to the important question of how the taxation of increases in 
the value of such an asset fits together with the taxation of the future income 
from the asset. 


It has widely been recognized® that capital gains on shares are effectively 
taxed when businesses pay corporate income taxes prior to the distribution of 
their income. Thus, a second tax on capital gains and dividends at the 
personal level in addition to the corporate income tax would result in the 
double taxation of income. For this reason, many countries, including Canada, 
have integrated corporate and personal taxes on dividends and capital gains 
through a system that provides some form of tax relief: either a tax credit for 
corporate taxes borne on profits (for example, the dividend tax credit in 
Canada and European countries) or a partial exclusion of capital gain or 
dividend income from the personal tax base (for example, Canada in the case 
of capital gains and Mexico and Chile in the case of both dividends and 
capital gains). If this is the appropriate treatment for shares held in 
corporations, what about income-producing assets such as bonds and 

real estate? 


5 See Canada, The Royal Commission on Taxation [1966]. 
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This question can only be analyzed usefully after reviewing briefly the factors 
which can cause such a change in value. Assume, for this purpose, the 
existence of an income-producing asset (for example, a government bond, 
corporate share or rental property) and catalogue the possible causes of an 
increase in value. Inflation may cause an increase in value, but this is to be 
ignored since only real capital gains are being analyzed. There are two 
remaining possibilities. First there may be an actual or anticipated increase in 
the risk-adjusted income from assets or a decrease in risk (for example, an 
improvement in business or a discovery of value). Second, there may be a 
decrease in the market risk-free return for a whole category of assets, or for 
all income-producing assets based on a shift in the overall value attributed 
to the postponement of consumption (Savings) compared to 

immediate consumption®. 


In the first situation, the sale of the asset crystallizes a capital gain that has a 
present value of the increased risk-adjusted future income; the result is double 
taxation of the income — once as a capital gain to the seller, and once as 
income is recognized by the buyer’. In the second situation, none of the 
present value of the gain reflects income that is anticipated or will be earned 
from the asset, in the sense that the income has not been increased in 
absolute terms; such a gain is therefore a windfall profit®. 


Thus it appears that the taxation of capital gains accomplishes two functions 
within the ambit of a traditional income tax system. First, it captures in the tax 
base the present value of future increases in income before that income is 

realized and taxed as such. Second, it captures in the tax base windfall gains 
resulting from unanticipated Changes in risk-free returns in the overall market. 


6 For example, consider an asset earning a constant perpetual risk-adjusted return equal to R, 
on a gross-of-tax basis, and R(1-t) on a net-of-tax basis, t being the tax rate on income. Given 
that R is adjusted for risk, it is assumed that the government provides a full loss offset for 
income so any losses in income are refundable at the rate t. The investor’s discount rate is 
equal to the investor’s opportunity cost of postponing consumption; this is the risk-free 
interest rate on a dollar invested in a market asset. We will denote this market interest rate 
as i. The present value of an asset held in perpetuity is equal to V = R(1-t)/i which is equal to 
the price of asset in a capital market equilibrium. Note, if the asset earns a return that grows 
over time rather than being constant, the growth in the return would also be taxed as income 
as well. 


” Using the example in the previous footnote for the valuation of assets, note that value of an 
asset changes from V to V’ when income rises from R to R’. This implies that the capital gain 
on the asset is equal to the following: V’ - V = (R’-R)(1-t)/i. 

Effectively, the capital gain reflects a change in the after-tax income earned by the asset. It 
thus bears tax without being subjected to the capital gains tax. Some assets, however, may 
earn income that is not subject to taxation. 


8 In this case, the value of the asset changes because the discount rate changes. Using the 
perpetual valuation formula, suppose that the discount rate fall from i to i’. This implies that the 
value of the asset changes as follows: V’ - V = R(1-t)/’ - R(1-*)/i = ROV-A)[-P JA’. 


The change in the discount rate, (i-i’) > O (as i>i’), implies that the value of the asset will 
increase as the discount rate increases. 


THE LIFETIME CAPITAL GAINS EXEMPTION: 


As the first of these conclusions points to some issue of double taxation, it 
raises a question of the absolute and relative levels of taxation of capital and 
other disincentive effects that should be looked for. By contrast, the second 
conclusion suggests that any favourable treatment of the taxation of capital 
gains may allow certain forms of capital income to be taxed in relative terms, 
too lightly, with no clear basis in theory for the appropriateness of the result. 


In practice, capital gains taxation may be necessary to ensure that income is 
fully taxed. If there were no capital gains taxes, it may be possible for 
taxpayers to disguise taxable income as tax-free capital gain income. For 
example, suppose dividends earned by owners of equity are fully taxed and 
capital gains earned by holding shares is not taxed. To escape dividend 
taxation, the firm can reinvest profits in assets which would result in an 
increase in the value of shares held by the shareholders. The shareholders can 
borrow money using the shares as collateral, thereby increasing their ability to 
pay for goods and services. Alternatively, the firm could purchase back equity 
which would allow profits to be distributed as tax-free capital gain income. 
The government, in the interest of restricting tax avoidance, would need to 
establish rules that would prevent taxpayers from disguising income as tax- 
free capital gains.° 


In summary, the inability of a taxation system, in practice, to distinguish as 
between the two, possibly antithetical, circumstances that can result in 
capital gains or losses occurring, set the stage for opposing views of the 
merits of taxing or relieving capital gains from taxation. If there is any validity 
at all in this analysis, it may explain, to some small degree, the perennial 
debate over the taxation of capital gains and, as well, the difficulty of drawing 
conclusions as to its effects. 


(b) What have been the benefits and costs 
of Lifetime Capital Gains Exemption? 


As discussed in the introduction, the objectives of the capital gains exemption 
was to increase investment, risktaking and provide tax-assisted savings 
opportunities for farmers and small business owners. These objectives would 
be suggestive of important benefits associated with the capital gains 
exemption. In addition, there are other issues at stake with the exemption. 
These include the exemption’s impact on the distribution of the tax burden 
across taxpayers, government revenues and complexity in the tax system. 


2 The adoption of capital gains taxation in Canada in 1972 was partly intended to curb such 
tax-avoidance activities and simplify the tax system. See the discussion by Richardson 
and Moore. 
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(i) Impact on investment 


An important policy objective of the capital gains exemption was to encourage 
investment. This would be achieved in two ways. First, by reducing the 
effective amount of capital gains subject to taxation, the exemption would 
encourage equity financing available to public corporations at more favourable 
terms. This, in turn, would encourage more investment in fixed and intangible 
assets. Second, the capital gains exemption would encourage small 
businesses (Canadian-controlled private corporations) to invest in tangible and 
intangible assets and for individuals to invest in small business ventures. 


To determine whether investment is affected by the lifetime capital gains 
exemption, it would be appropriate to measure how the capital gains 
exemption affected the cost of equity financing of corporations. As investment 
is partly determined by the cost of capital, which includes the cost of equity 
financing, then the first step for an analyst is to test the degree to which the 
capital gains exemption affects the cost of equity financing. From this 
information, one can discern how the cost of capital has been affected by the 
exemption and, using information from many earlier studies, consider how the 
reduction in the cost of capital affects investment. 


The effect of the lifetime capital gains exemption on investment made by large 
public corporations is considered in the paper by McKenzie and Thompson, 
who examine the impact of the capital gains exemption on stock market 
values. A reduction in the capital gains tax rate could result in higher stock 
market prices for company shares which would reduce the required return, as 
a percentage of the price of equity, paid to investors. As mentioned above, a 
lower cost of equity financing results in a lower cost of capital which, in turn, 
stimulates investment. McKenzie and Thompson suggest that the capital 
gains exemption had only a weak, if any, impact on investment (under the 
most favourable scenario, investment may have risen 6 per cent). The reasons 
for this weak relationship between corporate investment and the capital gains 
exemption are two-fold. The first is that the capital gains exemption is limited 
to $100,000 so that individuals who have exhausted their lifetime capital gains 
exemption would be fully taxed on new investments. The benefits of the 
exemption in encouraging more investment would therefore be limited, since 
many investors may be fully taxed on capital gains that are ineligible for the 
exemption. The second is that the cost of capital for many corporations in 
Canada is determined by international, rather than domestic, capital markets. 
Although the capital gains exemption might encourage more equity financing 
from Canadian households, the domestic savings generated by the exemption 
may simply replace the foreign savings that were used to finance corporate 
investment without affecting the cost of capital. 


The McKenzie and Thompson results are relevant for the large companies that 
list on the Toronto Stock Exchange. Smaller businesses without access to 
capital from international markets may have invested in more capital if their 
owners were given more favourable tax treatment for capital gains. 
Unfortunately, investment data for small businesses are not available, so it is 
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more difficult to test the impact of the exemption on small business 
investment. However, a lifetime capital gains exemption that generally applies 
to all assets is an inefficient means of stimulating small business investment. 


The overall conclusion, therefore, is that the lifetime capital gains exemption 
failed to stimulate investment in a significant way. The price of equity securities 
were little affected, if at all, so that companies could not benefit in any 
significant way from more favourable terms for equity financing. 


(ii) Impact on risk-taking 

The effect of the capital gains exemption on risk-taking is measured by the 
impact it had on the degree to which investors would hold risky assets (equity 
rather than bonds). By reducing the effective tax rate on income from equity, 
firms would reduce their leverage (amount of debt used to finance capital) and 
investors would receive more portfolio income in terms of dividend and capital 
gain income than safer sources of income such as interest. 


To test how the lifetime capital gains tax might have increased risk-taking, one 
could determine how the exemption impacted on the debt/equity ratios of 
corporations. As factors such as business risk, profitability of companies and 
corporate tax rates influence the debt/equity ratio of businesses, then a test 
would need to separate out these other factors from the impact of the 
exemption. An alternative test is to determine the extent to which Canadian 
investors increased their participation in equity markets by holding more stock 
rather than bonds which are less risky. Again, other factors influence the 
holding of equities by Canadian investors such as the reduction in transaction 
costs for trading risky securities. 


In the data presented in the paper by Vijay Jog, it appears that larger 
Canadian companies (with more than $10 million in assets) became more, 
rather than less, bond financed after 1985 with no sustained reduction in the 
dividend payout ratio (dividends as a percentage of profits). There was also a 
marked increase in external equity finance which could be one of the impacts 
of the lifetime capital gains exemption. However, it is the tax rate on dividends 
rather than capital gains that is relevant to the cost of external equity finance 
so it is not clear why the capital gains exemption would have increased 
external finance. Capital gains taxation would be expected to influence the 
degree to which retained earnings would be used to finance investment 
(Poterba and Summers [1985]). Indeed, as Jog points out, retained earnings 
as a source of finance fell after 1985. 


These financing trends in part might be influenced by other policies that 
affected leverage and dividend payout ratios (Such as the sharp reduction in 
corporate tax rates in the U.S. that would have encouraged foreign firms to 
increase leverage in Canada). Or it may be consistent with the 
McKenzie—Thompson result that larger companies determine their financing 
decisions based on interest rates determined by international markets where 
changes in Canadian saving decisions play only a minor role. 
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With respect to individual investor behaviour, data limitations made it difficult 
to determine whether Canadian held more equity compared to bonds as a 
result of the lifetime capital gains exemption. The Jog paper suggests that 
many “average” taxpayers increased their involvement in stock markets after 
1985. The interesting issue is whether this was induced by the lifetime capital 
gains exemption or was a result of the trend whereby Canadians have 
increased their participation in domestic and foreign stock markets. 


As a general conclusion, there is no strong evidence, one way or the other, 
that the lifetime capital gains exemption significantly affected debt/equity ratios 
of Canadian companies. Nor, does there appear to be clear evidence that the 
exemption significantly increased equity holding of investors. 


(iii) Retirement income of farmers and small business owners 


As discussed in the introduction, one of the most important policy objectives 
of the lifetime capital gains exemption was to enable farmers and small 
business owners to accumulated savings for retirement on a tax-free basis. As 
Richardson and Moore point out in their survey of Canada’s historical 
experience with capital gains taxation, certain past provisions regarding the 
rollovers of capital gains on farm property into RRSP’s were replaced by 

the exemption. 


As pointed’ out in the literature on consumption taxation (see, for example, the 
Meade Report [1978] and U.S. Treasury [1977]), one may allow individuals to 
accumulate savings on a tax-free basis in two ways. The first is the registered 
asset treatment that permits individuals to deduct contributions made to 
registered pension and savings plans with full taxation of principal and 
accumulated interest when withdrawn from the plan. The return on savings 
accruing annually to the registered plan is untaxed. The second treatment is to 
exempt the return on assets with no deduction allowed for savings and no 
taxation of withdrawals from savings plans. This “non-registered” asset 
treatment can be equivalent to the registered asset treatment since the return 
to savings is exempt. 


The lifetime capital gains exemption, which exempts the return on savings, 
can be viewed as a substitute for the registered pension and registered 
retirement savings plans. For farmers and small business owners who may 
have their savings invested in farm land or small business operations, tax- 
assisted registered retirement plans may have been inadequate in allowing 
them to accumulate income on a tax-free basis'!°. This suggests that it may be 
appropriate to provide special treatment for this group as in the case of 


10Contributions to registered pension and retirement savings plans are limited to 18 per cent of 
earned income or a maximum of $13,500. Earned income includes wages, salaries and 
commissions and unincorporated business income while capital income in the form of 
dividends, interest and capital gains do not qualify as earned income. As farmers and 
business owners tend to have low amounts of earned income but may have significant capital 
gain income resulting from the land holdings, the 18-per-cent limit can discriminate against 
them in limiting their ability to accumulate savings on a tax-free basis. 
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providing a $500,000 rather than $100,000 lifetime capital gains exemption. 
However, it is unclear that only farmers and small business owners should 
receive special treatment compared to others who might be limited in 
accumulating sufficient wealth for retirement purposes. 


To determine the extent to which the capital gains exemption might assist 
farmers and small business owners to accumulate savings on a tax-free basis, 
it would be useful to measure the extent to which farmers and small business 
owners have sufficient earned income to access RRSPs. The paper by 
Schaller and Jog examines the impact of the lifetime capital gains exemption 
for farmers and small business owners in terms of their ability to invest in 
RRSPs. Their conclusions are quite interesting. Farmers, who have low 
amounts of income, have low amounts of RRSPs. Therefore, the $500,000 for 
farm property can be viewed as a rough way of allowing farmers to 
accumulate assets for retirement on a tax-free basis. On the other hand, the 
evidence is less supportive of the view that small business owners need the 
lifetime capital gains exemption to accumulate savings for retirement since the 
small business owners are able to save sufficient wealth to invest in RRSPs. In 
part, this arises from small business owners being able to pay themselves 
wages and bonuses that increases earnings from which contributions are 
deductible. 


The evidence provided by Jog and Schaller suggests that the lifetime capital 
gains exemption did allow farmers to earn tax-free capital gain income upon 
retirement which would not have been possible through the RRSP system. On 
the other hand, small business owners were more able to accumulate savings 
for retirement purposes through the RRSP system. 


(iv) Distributive impacts 

One of the most important issues associated with the lifetime capital gains 
exemption is the degree to which it affected the tax burden across different 
classes. As most capital gains accrue to higher income classes, the lifetime 
capital gains exemption has been criticized for conferring most of the benefits 
upon the highest income classes. 


To evaluate the distributive impact of the lifetime capital gains exemption, one 
should differentiate between annual and lifetime income measures of tax 
incidence. With annual incidence, taxes as a percentage of annual income are 
compared across income classes. Use of this measure for evaluating capital 
gains taxes has been criticized for three reasons (see further discussion of 
these points in Zodrow’s survey and Davies paper, both prepared for this 
symposium). First, capital gain income is lumpy and, as a result, taxes are 
lumpy over time. Measuring capital gains taxes paid in any year on an annual 
income base does not seem appropriate for an incidence study. Second, 
earned income of the young and elderly is usually much lower than earned 
income of middle-aged households. As households tend to smooth 
consumption over their lifetime (borrow in early years, save in middle years 
and dissave late in life), then annual income incidence is sensitive to the age 
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distribution of the population. Third, annual income as a measure of taxpayer 
welfare is perverse since it improperly accounts for the savings which is 
subject to “double taxation” under the income tax. In particular, a saver pays 
income tax not only when income is earned but also a second time when 
invested earnings yield capital income. Compared to a consumer who pays 
tax only once on earnings that are fully consumed, the saver pays more 
income tax than the consumer on a multi-year basis. 


Given these reasons, many tax incidence studies are now conducted on a 
multi-year or lifetime income basis. Jim Davies, in his paper for the 
symposium, examines the distributive impact of the lifetime capital gains 
exemption for both annual and multi-year’! income incidence. He concludes 
that the annual incidence of the lifetime capital gains is favourable to upper 
income groups. On a multi-year basis, the incidence is still favourable but not 
as much as under the annual incidence approach since income is much 
smoother over time under the multi-year approach compared to the annual 
income approach. Thus, the lifetime capital gains exemption is found to be 
more beneficial to higher income individuals but not nearly as much when one 
uses a multi-year rather annual income approach for measuring tax incidence. 


(v) Revenue impacts 


The lifetime capital gains exemption is also expected to affect the amount of 
revenues received by governments in Canada. Given the significant problems 
faced by the federal government in dealing with its own deficit, the lifetime 
capital gains exemption was criticized for its revenue cost. 


The issue of the impact of the exemption on government revenues has been 
an important subject of debate. One view is that the lifetime capital gains 
exemption was very costly to governments. This view is based on the “tax 
expenditure” accounting measure which computes the foregone loss of 
revenue by the tax value of the capital gains exemption claimed by taxpayers, 
assuming that the capital gains would have been realized anyway. The other 
view is that the lifetime capital gains exemption was not very costly in revenue 
to the government. This view is based on the argument that the exemption 
encouraged realizations that would otherwise not have occurred if there were 
no exemption. If only realizations during the period are accounted for, then the 
loss of revenues would be based on the “current cash cost” of the lifetime 
capital gains exemption during this period. 


According to Mintz and Wilson, neither of these views of the revenue cost of 
the lifetime capital gains exemption is correct. It would seem that the true cost 
of the lifetime capital gains exemption should be the present value of the 
revenues foregone over time. The tax loss due to the exemption not only 


11The longest multi-year period is the lifetime period for a taxpayers. Davies looks at a six year 
time horizon. 
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includes the tax loss due to realizations that would have occurred had there 
been no exemption (the “current cash cost”) but also the loss in revenues 
resulting from those realizations that would have occurred at a later period but 
are shifted to the period when the lifetime capital gains exemption is claimed 
(the “future cost”). 


The sensitivity of realization rates to tax parameters has been subject to 
considerable research in the United States as discussed in the survey by 
Zodrow. Canadian studies are few and far between. In the paper by Mintz and 
Wilson, realization rates are estimated taking into account not only the capital 
gains exemption but also other changes to the tax system that would have 
affected realizations. Mintz and Wilson then measure the federal government’s 
revenue cost of the lifetime capital gains exemption using three measures. The 
“tax expenditure” measure yields a revenue cost for the lifetime capital gains 
exemption of over $9 billion in the 1985-1991 period. The “current cash cost” 
yields a loss of revenue equal to about $1.7 billion for the same period. 
However, when allowance is made for the “future cost” of the lifetime capital 
gains exemption, the total revenue cost is estimated to $4.5 billion for the 
1985-1991 period. Thus, the capital gains exemption resulted in a substantial 
revenue cost for the federal government. This revenue cost does not include 
the additional cost resulting from lower provincial government revenues. 


(vi) Complexity 

Tax practitioners have noted the complexity induced by the lifetime capital 
gains exemption when it was introduced in 1985. There are four sources of 
complexity. First, the lifetime capital gains exemption varies by asset. As noted 
earlier, farm property, small business shares and real estate all received special 
treatment. Second, the lifetime capital gains exemption affected the income 
tax system as a whole. In particular, the lifetime capital gains exemption 
required the federal government to introduce anti-avoidance measures that 
restrict the conversion of income into capital gains. Third, the lifetime 
Cumulative nature of the limit requires taxpayers to keep a record of past 
capital gains in order to determine whether the exemption is exhausted. 
Fourth, the introduction of the Cumulative Net Investment Loss (CNIL) account 
added further complexity by requiring taxpayers to account for certain 
expenses, such as interest on money borrowed to purchase assets, that 
reduce the amount of gains eligible for capital gains exemption. 


The targeting of the capital gains exemption is the subject of the paper by Roy 
Hogg. As an example of the complexity introduced by targeting, Hogg 
describes the number of provisions required to define farm property subject to 
the $500,000 capital gains exemption. Some of the steps needed to 
determine eligibility includes a determination of whether the asset is used for 
farming, used “in the course of carrying on the business of farming”, owned 
by individuals or “partnerships” and disposed of in a certain period of time. 


In the paper by James Wilson, the capital gains exemption is discussed in 
terms of how it affects other parts of the income tax system. Complexity is 
clearly introduced once one takes account of the interactive provisions of the 
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lifetime capital gains exemption, interest deductibility, flow-through shares, the 
alternative minimum tax, tax treatment of capital losses, allowable business 
investment loss and, most importantly, the integration of corporate and 
personal taxes. In order to avoid pressures on the tax system, authorities 
“ring-fenced” the lifetime capital gains exemption to minimize potential 
revenue loss and increased distortion in the tax system. 


Neither of these papers was in a position to measure the monetary cost of 
complexity introduced by the lifetime capital gains exemption. The introduction 
of the targeting and “ring-fencing” measures were intended to improve 
fairness or curb revenue losses for the government. However, it appears that 
the difficulties associated with targeting and “ring-fencing” the exemption had 
the overall impact of increasing compliance costs for the private sector and 
administrative costs for the government. 


(c) Policy options 

The final paper, by Robert Couzin, deals with policy options related to the 
taxation of capital gains. As noted by Couzin, a pure theorist in favour of 
comprehensive income taxation would not only support the abolition of the 
lifetime capital gains exemption but also the introduction of full taxation of real 
Capital gains on an accrual basis. Accrual capital gains taxation requires the 
market valuation of all assets at each point of time since, under accrued 
Capital gains taxation, the change in the market value of assets is subject to 
tax regardless of whether the asset is sold or not. 


So why not simply tax real accrued capital gains? Accrued capital gains 
taxation is difficult to achieve, since some assets are difficult to value 

(e.g., shares of private corporations) and accrued capital gains tax liability 
could force taxpayers to liquidate assets to meet their tax obligations. 
Therefore, capital gains taxes are assessed on a realization basis even though 
this allows taxpayers to postpone their capital gains taxes relative to being 
assessed on an accrual basis. Capital gains taxes on realizations encourages 
people to delay paying capital gains taxes by deferring realization for as long 
as possible (capital gains taxes are assessed at time of death even if assets 
are not sold). Those individuals able to hold assets without selling them are 
therefore given an advantage over those who are forced to sell their assets. 


For the comprehensive income tax theorist, the deferral of the capital gains 
taxes is an equity issue which should be addressed. If one must maintain 
capital gains taxation on a realization basis, the comprehensive income tax 
theorist would suggest that an additional tax should be imposed at the time 
of the realization to take into account the value of deferring capital gains taxes 
that should be assessed on realizations (Vickery [1991], Helliwell [1969] and 
Auerbach [1991]). This would require realizations to be taxed at a higher rate 
than other income, the rate depending on the number of years that the asset 
is held.'2 


12The tax rate on realizations would also depend on the interest rates prevailing during the 
period in which the asset was held. 
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As noted by Couzin, one may not be persuaded by the comprehensive 
income tax arguments. Tax theorists who believe in the virtue of consumption 
taxes would argue that the proper treatment would be to allow individuals to 
deduct contributions to savings plans (e.g., the cost of purchasing the asset) 
and to be fully taxed on savings withdrawals when they are consumed 

(e.g., the disposal of assets). If the asset is sold and rolled over into a new 
asset, no tax would be applied. Capital gains taxes are not necessary under 
the consumption base although there would be full taxation of realizations 
(unless funds from disposals are reinvested). As discussed earlier, an 
alternative method to the above treatment would be to exempt capital gains 
from taxation as is currently done with investments in principal residences. As 
long as the return on assets is similar to the investor’s discount rate, the two 
methods are equivalent.'? However, one should not allow interest on borrowed 
funds to be deducted from the consumption tax base. Otherwise, one would 
subsidize the holding of assets since the interest expense would be deducted 
even though the income earned from the asset would not be taxed. 


A tax system which provides both a lifetime capital gains exemption and 
deductibility of interest expenses does not fit well with either the 
comprehensive income tax theory or the consumption tax theory. Although the 
federal government eventually brought in the CNIL rules to explicitly limit the 
deductibility of interest costs incurred to finance investments qualifying for the 
exemption, the exemption still provides an explicit preference only for those 
investments yielding capital gain income on the grounds that it would 
encourage investment, risk-taking and savings for retirement. If these are 
stated goals, then is the lifetime capital gains exemption the most appropriate 
incentive? As Couzin notes, one could just reduce the tax rate on capital gains 
altogether, allow for a more liberal treatment of capital losses (to be applied 
against other sources of income) or provide a more liberal treatment of 
roll-overs for individuals who cannot avail themselves of tax-assisted 
registered savings plans. However, discussion of these options goes well 
beyond the subject at hand. 


13The investor’s discount rate is the rate of interest that would be earned on alternative 
investments of equal risk. If the anticipated capital gain on an asset results in a return in 
excess of the investor’s discount rate, then the exemption or “non-registered” asset method is 
more generous than the “registered” asset method as the latter fully captures excess returns 
in the tax base. 
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CONCLUSIONS 


As a general conclusion, the papers in the symposium indicated that the 
lifetime capital gains exemption was not an effective means of encouraging 
investment and risk-taking. Some support was evident for the effectiveness of 
the exemption in assisting farmers and small business owners to provide 
savings for their retirement. However, it was not clear to the symposium 
participants that the lifetime capital gains exemption was the most appropriate 
method to enable farmers and small business owners to accumulate 
retirement savings on a tax-free basis, although possible alternatives were not 
fully discussed. Weighed against the uncertain benefits of the exemption are 
the revenue costs and the adverse distributive impacts, both of which are 
significant. 


One month after the symposium was held, the Minister of Finance, the 

Hon. Paul Martin, tabled his first budget (February 28, 1994). The federal 
government repealed the $100,000 capital gains exemption but maintained 
the $500,000 exemption for farm property and shares held in small 
businesses. In the February 1995 budget, the federal government announced 
its intention to maintain the $500,000 exemption for these two types of 
investments. 


When repealing the $100,000 lifetime capital gains exemption, the federal 
government introduced a transition measure that allowed taxpayers to value 
their assets on February 28, 1994 so that unrealized capital gains could be 
assessed for tax purposes and thereby made eligible for the capital gains 
exemption. Indeed, the discussion in the last session of the symposium 
concentrated specifically on transitional issues arising from the elimination of 
the lifetime capital gains exemption. One view that was expressed was the 
“cold turkey” scenario — eliminate the availability of the exemption at the time 
of the budget without any valuation permitted for unrealized capital gains. A 
second view was more accommodating. As some investors have not been 
able to accumulate sufficient capital gains eligible for the exemption, the 
immediate elimination of the exemption would be harsher on the lower income 
investors compared to upper income investors who would have fully 
exhausted their exemption. Thus, at least in principle, the second view 
supported the adoption of a “valuation day” that would allow unrealized capital 
gains to be assessed so that the capital gains exemption could be fully used 
by investors. 


Without doubt, the lifetime capital gains exemption is one of the most 
interesting experiments in tax policy. It was a highly controversial measure 
since there has been a strong view, since the days of the Carter Report, that 
such gains should be taxed. On the other hand, the normative basis for taxing 
capital gains is not sufficiently clear since income that results in capital gains 
may be subject to taxation. The symposium provides no clear answers. The 
economic benefits of reducing or eliminating capital gains taxation is not well 
demonstrated. Nor is there agreement that capital gains should be fully taxed. 
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Economic Issues in the Taxation of Capital Gains. 


Brian J. Arnold and Tim Edgar 
Selected Aspects of Capital Gains Taxation in Australia, New Zealand, 
the United Kingdom and the United States. 
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Canadian Experience with the Taxation of Capital Gains. 


Kenneth J. McKenzie and Aileen J. Thompson 
The Impact of the Capital Gains Exemption on Capital Markets. 


Vijay M. Jog 
The Lifetime Capital Gains Exemption: Corporate Financing, Risk-taking 
and Allocation Efficiency. 


Vijay M. Jog and Huntley Schaller 
Retirement Income and the Lifetime Capital Gains Exemption: The Case of 
Qualified Farm Property and Small Business Corporation Shares. 


James B. Davies 
Distributional Effects of the Lifetime Capital Gains Exemption: Single vs 
Multi-Year Analysis. 


Jack Mintz and Thomas A. Wilson 
Realization and Revenue Effects of Lifetime Capital Gains Exemptions. 


Roy D. Hogg 
Targeting the Capital Gains Exemption. 


James R. Wilson 
The Structural Impact of the Capital Gains Deduction on the 
Canadian Tax System. 


Robert Couzin 
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